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In the early 1970's, rising military health care costs led
to congressional interest in alternative health care delivery
systems wherein efficiency and cost containment had been suc-
cessfully demonstrated. As a result of a recommendation of
the Military Health Care Study (1975) , DOD developed and imple-
mented a pilot capitation budgeting (CB) resource allocation
system during 1978-81. During the subsequent evaluation, a
contractor determined that the tested methodology did not re-
sult in significant improvements over the traditional budget-
ing system. Consequently, the demonstration was terminated.
This thesis independently assesses the extent to which
results of the demonstration project were predictable. On
the basis of theory and experience, a conceptual model for CB
was constructed. Selected Pilot Project performance features
and design elements were assessed against that model. The
study concludes that the performance outcomes associated with
the Project were consistent with project design and conduct
limitations, and that a decision regarding the employment
of CB in the Military Health Services System (MHSS) should not
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A. STATExMENT OF PURPOSE
The purpose of this research is twofold:
(1) To determine, if possible, whether the performance
outcomes associated with the DOD Capitation Budgeting Demon-
stration (Pilot) Project (1978-81) were predictable and,
therefore, the resultant conclusions foregone, and
(2) To analyze the Assistant Secretary of Defense (Health
Affairs) tentative conclusion that capitation budgeting (CB)
does not result in significant improvements over the tradi-
tional resource allocation system (see Appendix A)
.
B. SCOPE
A detailed analysis of Pilot Project performance over its
three year life will not be attempted here. Both an indepen-
dent contractor study and an in-house evaluation have been
conducted by Arthur Young _Company and the Capitation Budget
Work Group, Office of the Assistant Secretary of Defense for
Health Affairs, respectively. Given these analyses and the
constraints imposed by limited time and other resources, this
research effort will be limited to an examination of Project
design, its conduct, and selected major findings and conclusions
of the previously mentioned evaluations . The result will then
be compared to a conceptual model of CB constructed earlier
and founded on both theory and experience. Experience was
derived from reports on the performance and conduct of health

care delivery systems employing CB--Health Maintenance Organi-
zations (HMO's) (see Appendix B) . Furthermore, reference to
HMO's will apply primarily to the Prepaid Group Plan (PGP)
experience.
C. BACKGROUND
In the early 1970' s it was recognized that health care
costs in the United States were rising at an alarming rate.
Although inflation was experienced by American industry in
general, health care and related service costs were, and
remain, excessive compared to the overall economy [Ref. 1:
p. 2]. This was especially true with respect to hospital costs
which had more than tripled in the last decade [Ref. 2] . During
that period, Military Health Service System (MHSS) costs also
rose rapidly, thereby requiring a larger portion of the DOD
budget. These rising private sector costs were primarily
attributable to the absence of competitive market forces in
the health care industry. Market reform was one of the policy
avenues selected by the federal government and HMO's were
selected as the model to achieve cost containment goals. As
a result of increased Administration and Congressional interest
in military health care costs, among other concerns, the Mili-
tary Health Care Study (MHCS) was commissioned (1973) [Ref. 3:
p. 3] .
The study examined the HMO experience and concluded that
successful control of costs could be achieved in the MHSS if
a capitation budgeting approach similar to those employed by
HMO's was adopted. Study recommendations included:
10

MHSS health care delivery planning for CONUS should be
primarily based on the size and demographic characteristics
of the population to be served.
Resource programming and budgeting for the MHSS in CONUS
should be done on a capitation basis.
Resource programming for the direct care system and
CHAMPUS should be integrated within DOD
.
Costs per beneficiary should be developed and used as
a measure of efficiency and performance. [Ref. 3: p. 9]
These recommendations formed the basis and purpose of the
Capitation Budgeting Demonstration (Pilot) Project. The
project itself was designed, in part, on the basis of PGP-
Kaiser-experience. HMO's cost containment achievements were
the primary impetus behind their selection as the model for
the Pilot Project.
D. CHAPTER SYNOPSES
Chapter II will present a review of the current literature
on CB, which is then defined and characterized. These findings
will be used as a foundation for construction of a conceptual
model of CB . In Chapter III the literature review will be ex-
tended and extrinsic conditions necessary to the successful
implementation of CB will be established. These conditions,
in concert with the definition and characteristics of CB, will
complete the conceptual model
.
Chapter IV will review and compare civilian sector HMO
experience to determine the model's adequacy. Subsequently,
in Chapter V the Pilot Project will be examined and compared
to the model, and the extent to which necessary conditions
11

were satisfied will be determined. Finally, Chapter VI





II. CAPITATION BUDGETING (C3) CONCEPT
The purpose of this research is to assess the performance
outcomes associated with the DOD Capitation Budgeting Demon-
stration Project. First, it is necessary to answer the ques-
tion, "What is Capitation Budgeting?" This section defines
CB and identifies its salient characteristics. The descrip-
tion will provide a foundation from which a conceptual "model"
capturing the essence of CB can be constructed.
A. DEFINITION
The literature disagrees about the definition of Capitation
Budgeting. Apparently this is because the definition focuses
on the health care delivery system with which it is most
commonly associated
—
pre-paid health plans (PHP's) or Health
Maintenance Organizations (HMO's). Specifically, the
...confusion occurs because the historical conception of
HMOs as Kaiser Health Plan (or Ross-Loos) groups, the
legislative definition of HMOs provided by PL 93-222,
and the contemporary definition of HMOs as any prepaid
health care delivery system, do not agree. [Ref. 4: p. 545]
Efforts have been made in both public (i.e., DOD) and private
sector research to more precisely identify and define the
concepts involved. The results of these efforts are reported,
in part, here.
Basically, CB can be defined as a prospective (health care)
reimbursement process, in which prepayment on a per capita,
fixed-fee basis is employed without regard to utilization [Ref.
5,6: p.II-2]. This is a fixed-budget, population-based resource
13

allocation system as opposed to a historical workload-based
one. Expanding on this theme, McKinsey and Company (1976) in
their effort to develop and demonstrate a capitation approach
to the allocation of DOD health care resources, defined a capi-
tation budget as a system to establish overall health care
resource limits on the basis of "...the predicted health care
needs of the individuals comprising the beneficiary population,
as determined by their demographic characteristics, and the
size of the group to be served" [Ref . 7: p. 2] . Group size
and demographic characteristics are specified because of their
effect upon workload and level of need. Both can vary widely
for a given population [Ref. 8: p. 3] . Wolinsky [Ref. 4]
further noted that a fixed budget requires that all expenses
associated with the provision of products or services must be
met. Therefore, organizations ,' allocated resources through
the CB process, prospectively receive targeted amounts with
which they are expected to support their operations. It is
clear that CB may also be defined as a management tool which
can be used to affect both patient and health professional
behavior.
Efforts to further refine the concept of CB require an
understanding of the goals of those who choose to implement
it and the way it is to accomplish those ends. Accordingly,
an assessment of both the objective (s) and the theory of CB
is appropriate.
1 . Objectives and Theory
In the literature, there is general agreement about
the objective (s) of CB. Without exception, cost containment
14

is reported as the major goal [Ref. 4, 9: p. 4]. The success
of HMO's in achieving this objective as compared to traditional
delivery systems is well documented [Ref. 10]. With respect
to health care delivery, cost containment does not imply com-
plete cessation of cost growth. Rather, the reference here is
to the achievement of operational efficiencies that will en-
sure that organizational health care costs do not rise at a
rate faster than that dictated by the growth in the enrolled
(or catchment) population and the economy. In the macro
sense then, we mean that health care costs should not exceed
some target portion of GNP
.
How is the objective of cost containment achieved? In
its analysis of the DOD Capitation Budgeting Demonstration
Project, the Office of the Assistant Secretary of Defense for
Health Affairs (OASD (HA)) noted that "...the underlying theory
of capitation budgeting used by civilian hospitals ... (is the)
local optimization of resource use through mixing labor, capital,
and equipment...." [Ref. 6: P. 111-14]. This statement reveals
three key conceptual elements. First, CB addresses the consump-
tion of all health care resources, not one specific type such
as dollars. This implies that in order to achieve the stated
objective, all resources must be considered in the CB process
and separate, isolated budgets cannot be permitted to exist.
Whipple notes, "...the greater number of 'pockets' out of which
... resource costs must come, the less likely that the optimal
choices of provider mix, mode of patient care delivery, etc.,
will be made" [Ref. 11: p. 4]. Second, the mixing of resources
15

to optimize their use implies that cost-effective trade-offs,
for example capital-labor substitution, are employed for
the most efficient and effective achievement of the goals of
the organization given extant resource constraints. Third,
"local optimization" implies that the "cost-effective trade-
offs" will be accomplished at the operational or provider level
For this reason CB is a decentralized approach to resource
allocation and reinforces the notion that physicians act as
the central decision-makers with regard to the delivery of
hospital care [Ref. 12: p. 1]. An appropriate definition of
CB should include reference to a process that (1) programs all
resources, (2) involves cost-effective trade-offs, and (3) re-
flects a decentralized approach [Ref. 11: pp. 5-6].
Before it can be assumed that the essence of the CB
concept has been captured, a deficiency in the literature must
be recognized. Luft [Ref. 10] in his research on HMO's, noted
that, in defining prepaid systems, the literature generally
ignores organizational variables that can affect performance.
He mentions "the internal organization of the plan" in terms
of "staffing ratios", "administrative structure", and "risk-
sharing (incentive) arrangements" as one of those variables.
In addition, Wolinsky independently concludes that the litera-
ture "...neglects key characteristics of the internal structure
of those institutions (HMO's)...." [Ref. 4: p. 547]. Both
researchers cite evidence of internal organizational structure
variance between successful prepaid plans. Apparently CB is
16

not restricted to any single internal organizational structure
and any attempt to adequately define it must consider the
relationship between the two.
For our purposes, CB will be defined as an approach
that optimally allocates all resources on a fixed, per capita
basis. Further, it refers to a systemic, wholistic approach
to the way in which resources are controlled and organizational
elements are employed to achieve the efficient utilization and
effective deployment of limited health care resources. There-
fore, it does not refer to a budgeting technique alone but,
rather, it refers to the broader activity of planning, pro-
gramming and budgeting resources on the basis of demonstrated,
per capita, service requirements [Ref. 3: pp. 85-6],
B. CHARACTERISTICS
Since CB is subject to a wide variety of diverse applica-
tions, no attempt to identify features peculiar to every con-
ceivable health care setting or method of employment can be
attempted here. Rather, only those characteristics of a general
nature will be examined. As noted by Anthony and Herzlinger
[Ref. 13] in their discussion of non-profit organizations, the
effect of characteristics on the overall process will vary in
degree; hence, they will more appropriately represent tenden-
cies rather than pervasive, omnipresent characteristics. This
view will be adopted for the purposes of this discussion.
The concensus problem faced earlier in attempting to define
CB recurs here and is recognized in the literature. To begin
17

with, CB is characterized, for the most part, indirectly in
terms of its employment in HMO's. In addition, different
sets of characteristics are identified depending upon the
purpose for which and by whom the characterization is made.
For example, Wolinsky [Ref. 4] identified "design characteris-
tics" (i.e., unlimited access to care, fixed budgets) in his
assessment of HMO performance while Luft [Ref. 10], with the
same purpose, identified behavioral characteristics separate
and distinct, for the most part, from those above. As a re-
sult, no universal set of characteristics has yet been defined.
In order to establish a point of departure for this dis-
cussion and to develop a set of CB characteristics, the elements
of the historical workload-based resource allocation system
currently used by DOD in the Military Health Services System




The workload-based system employed by the military
health services, in general, centrally manages and allocates
resources to the operational level (field activities). Facility
commanders lack local control over most funds and resources
such as CHAMPUS, military manpower, investment equipment, etc.
In addition, those few resources they do control are often
subjected to centrally dictated constraints (e.g., civilian
personnel and travel ceilings, maintenance floors, etc.).
These elements constitute barriers to local flexibilitv and
18

to the local managers' ability "...to use their resources
most advantageously...." [Ref. 8: pp. 2-3]. As previously
noted, CB reflects a decentralized approach to resource allo-
cation by placing emphasis on the local optimization of re-
sources. As Whipple noted, "...CB is a measure designed to
decentralize decision-making" [Ref. 11: p. 14].
2 . Budget Method
The traditional budgeting system in the MHSS is a
negotiated one. By emphasizing historical workload trends
rather than size and demographic characteristics of catchment
area beneficiary populations, it does not reward need [Ref. 7:
p. 1]. Logically, it rewards those within the organization who
possess greater leverage and negotiating abilities and lends
itself to perverse manipulation. Under such circumstances,
organizational slack in inefficient politicized facilities is
funded and perpetuated. On the other hand, relatively more
efficient facilities with genuine need, but little or no politi-
cal leverage, may be penalized.
A population-based methodology consistent with CB is
geared to service population changes and the full array of
managerial concerns and responsibility. As a result, it
rewards need on the basis of demonstrated per capita service
requirements as opposed to political/system leverage. Further-
more, it can provide for periodic review and adjustment in
response to population changes, management improvement oppor-
tunity and unforseeable need. Accordingly, it constitutes a
formulated budget approach with a comparatively diminished




Under the traditional approach, MHSS resources are,
of course, programmed on the basis of historical workload.
With this system, individual facilities can acquire "...more
resources for the same number of beneficiaries by (a) treating
them more frequently, (b) providing them more complex services,
and (c) permitting longer rather than striving for shorter
inpatient stays" [Ref. 7: p. 2]. This results mainly in in-
creased use of inpatient care. Since the system is historically
based, it "...strengthens the case for more resources—both
operating and capital— for the future" regardless of necessity
[Ref. 7]. Hence, the provision of cost effective care is
discouraged.
With capitation budgeting, all resources are programmed
on population-based forecasts of total 'demand' (anticipated
utilization) as opposed to historical workload [Ref. 3: p. 6].
Prospective adjustment for population, inflation, utilization
decreases and productivity increases can be employed, thereby
assuring that necessity is more readily recognized and more
appropriately addressed in the programming process. There is
nothing here to suggest that CB is either inflexible or un-
responsive as is readily apparent with the traditional methodology
The issue of needs vs utilization vs demand merits
brief examination at this point in order for the discussion of
programming to be considered complete. For this purpose, needs
will be considered as those services which should be demanded
20

(i.e., appropriate to the disease process or injury and gener-
ally determined by a professional); utilization, as those
services that are actually delivered; and demand, as those
services desired by individuals. Recall that the goal of CB
is to minimize the cost of operations. Therefore, its focus
is short-term and directed at utilization. This operational
approach is consistent with the HMO experience wherein "the
key to lower total costs . . . seems to be in the lower hospital
utilization rate" [Ref. 14]. Yet, in order to achieve the
broader goal of minimizing the costs of providing care to eli-
gibles, it is necessary for the system to (1) focus on "need"--
that which should be provided—and health status in the long
term, and (2) look at demand in order to assess the effective-
ness of the health care benefit. In any health care system,
then, the ultimate goal is to achieve that ideal state wherein
need, patient perception of need and services rendered are
synonymous. It must be decided which approach is to be adopted,
and whether they are mutually exclusive.
If CB can deal effectively with present short-term goals
compared to other methods, then it is a reasonable conjecture
that such achievement does not limit its ability to deal with
long term goals. That is to say, advocating CB does not imply
an argument for a utilization approach over need or demand.
4 . Inherent Incentives
Since the extant system is based on historical work-
load, it "...encourages local facilities to 'seek workload',
particularly (more costly) inpatient workload . . . and fails to
21

anticipate population changes in the resource allocation
process" [Ref. 6: p. II-l] . As a result, workload-based
methodologies can provide a disproportionate (excessive) share
of resources to facilities with declining beneficiary popula-
tions and vice versa [Ref. 7: p. 1-3] (see discussion of pro-
gramming above) . Hence, the incentives inherent in the tra-
ditional approach to resource allocation in the MHSS do not
support cost-effectiveness goals.
In discussing, without distinction, apparently inherent
incentives, Luft [Ref. 10] noted, "HMO's operate with a markedly
different set of incentives (from those associated with the
conventional delivery system) . . . . " Unlike those based on
workload, population-based methodologies include inherent
incentives to avoid overutilization and to provide the least
costly mix of services [Ref. 12: p. 8]. These incentives
result primarily from the "prepayment" feature of capitation
and capitation-like plans. Reinhardt noted, "...it is the pre-
payment feature . . . that yields the desired efficiency gains
in prepaid group practices" [Ref. 9: p. 23]. Quoting him
further,
If health-care providers are paid for their services
on a pre-paid basis . . . their net economic position
varies inversely with their operating costs. [Ref. 9]
And,
The prepayment mode, however, is apt to force producers
not only to produce given services efficiently, but
also to search for the most efficient mix of services
capable of maintaining the health status of patients
at risk .... [Ref. 9]
*
For a more detailed discussion of the prepayment feature, con-
sult Whipple, Capitation/Incentive Project, Working Paper No. 1.
22

In addition to these advantages, the incentives pro-
vide a degree of resource security for managers and a lack of
constraint on the choice of treatment [Ref . 12: p. 8] . Hence,
management interference with clinical care requirements is
neither implied nor intended.
The CB approach to resource allocation effectively
eliminates the perverse incentives commonly associated with
systems based on historical workload or other factors. For
example, with "charge/unit of service" systems the incentive
is to produce units more efficiently; however, no control over
services rendered (as is implied with CB) is provided.
Accordingly, total costs rise more rapidly [Ref. 15: pp. 14-15]
5 . Consumer Choice
Eligibility for care in the MHSS is based on legal
entitlement. Eligible beneficiaries may or may not choose to
receive services at anytime during their eligiblity period.
In addition, some beneficiaries maintain and use alternate forms
of coverage such as private health insurance. The impact of
these factors on utilization will be discussed in the following
chapter.
Given these considerations and the absence (to date)
of a fully operational enrollment program, it is not possible
to ascertain if, and to what extent, consumer commitment
exists in the system. Also, the opportunity to measure over-
all program performance using consumer satisfaction data such
as flow in and out of the system, is foregone.
23

On the other hand, voluntary enrollment is a primary
feature of the typical HMO.
...When enrollment in the Health Plan is offered to
groups, there will be those who find other health
care arrangements more appealing. By insisting
that at least one alternative form of health cover-
age is offered each individual within a group,
Kaiser-Permanente makes certain there is an element
of mutual consent upon which to build a doctor-
patient relationship. Moreover, the Program was built
in a barometer to indicate how well members' expec-
tations are satisfied, because every group subscriber
may change to an alternative plan should he or she
become dissatisfied. [Ref. 16]
The ability to select a desired program or plan involves the
consumer in the resource allocation decision-making process
with respect to his own care and gives a "...perception of
the true value of such a ... benefit to those receiving
it" [Ref. 11: p. 20]
.
6 . Competition
As noted in the Introduction, normal buyer-seller rela-
tionships and competitive market forces do not apply to the
health care industry in general, and, specifically, to a non-
market structure such as the MHSS. With the traditional approach,
the physician provider bears no financial consequences as a
result of his/her purchase decisions and, therefore, has no
incentive to consider costs much less to actively pursue their
reduction. Because the system is based on historical workload,
it leads to unhealthy competition in the sense that facilities/
providers compete to increase utilization so that they may
24

claim an ever-growing proportion of the available limited
resources. Therefore, deficiencies in the (non) market struc-
ture are amplified under a workload-based methodology.
The contrary is true in a CB resource allocation system.
The Congressional Budget Office in a recent study noted that
the promotion of competition results both from increasing con-
sumer awareness of costs of medical services and from the
presence of incentives to reduce hospital costs [Ref . 17] . CB
accomplishes both of these objectives.
With respect to purchase decisions, Whipple posits that
CB creates provider-risk by transferring to them a portion of
the risk faced by the organization [Ref. 18: p. 3] . Risk
transference encourages providers to scrutinize care require-
ments more judiciously to ensure that only necessary services
are provided and the least costly mix of those services is
pursued. Luft noted, HMOS "...alter the usual economic incen-
tives ... and give providers a stake in holding down costs"
[Ref. 10: pp. 507-508]. In summary, CB can be characterized
as a system which creates and provides substitutes for deficient
or missing market forces and helps achieve market reform.
C. SUMMARY
Although there exists no universally accepted definition
for, or set of characteristics applicable to, Capitation Budget-
ing, the literature provides adequate foundation from which
both can be derived. For the purposes of this analysis, CB
will refer to (1) a system that optimally allocates all resources,
25

prospectively, on a fixed, per capita basis; (2) a wholistic,
systemic approach to the way in which resources are controlled
and their consumption is influenced; and (3) the broad activity
of planning, programming, and budgeting resources to achieve
their efficient utilization and effective deployment.
Further, the characteristics of CB will include:
1. a decentralized approach;
2
.
a formulated budget method;
3. resource programming on population-based forecasts of
anticipated utilization;
4. the elimination of perverse incentives;
5. consumer choice;
6. a substitute for missing or deficient market forces.
Given this conceptual foundation, the next logical step
is an assessment of conditions that are necessary to the





Given the characteristics and objectives presented in the
previous section, it is necessary to determine which, if any,
conditions must be present in order for CB to function success-
fully. To that end, a literature search has been conducted,
and the results of that effort are presented next.
A. RESEARCH FINDINGS
Evidence to support the presence of pre-conditions necessary
for CB appears in the recent literature. In his effort to
examine "...the possibility that cost containment might result
solely from the implementation of capitation budgeting",
Whipple observed, "...there is no reason to expect cost con-
tainment as an automatic consequence of using CB" [Ref. 11:
p. 7] . The implication here is that there exist elements other
than CB itself with which an organization both employing CB and
desiring cost containment must be concerned. The following
conditions will refer not to elements inherent in CB, but rather
to environmental factors such as structure, capabilities, rela-
tionships, and the like, which may affect the way in which,
and the extent to which, cost containment goals are achieved.
Discussion will focus on the health care setting in which CB
is or would be employed.
The key to identifying necessary conditions is related to
the construction of a conceptual model capturing the essence
27

of CB . Intuitively then, a developmental relationship between
potentially valid conditions and the conceptual model founda-
tion presented in the previous section should be established.
Therefore, it is assumed that the key to determining necessary
conditions is_ the conditions' compatibility with the objec-
tives, theory, and characteristics of CB as previously defined.
Working within this constraint, one researcher (Whipple) has
identified conditions posited as necessary to the successful
implementation of CB in the MHSS. As Principle Investigator
for the Capitation/Incentive Project (Department of the Navy)
,
his efforts to provide micro-policy direction for the success-
ful implementation by the military services of a proposed CB
test and evaluation project resulted in the initial identifi-
cation of necessary pre-conditions. These pre-conditions were
based, in part, on a review of ".. .the operational characteris-
tics, costs, and incentive structures of both the concept of
prepayment and CB and the actual experience of those plans
using CB" [Ref. 9: p. 3]. Since these findings are MHSS-speci-
fic and appear to be consistent with the compatibility goal




In the following subsections, each stipulated condition or
set of conditions will be individually synopsized and discussed,
and a case will be made establishing its necessity by expressing
or implying the expected result should a condition be absent
28

or deficient. In addition, since the necessary conditions
identified by Whipple are expressed as recommendations in
his Final Report, they will be identified as such when pre-
sented here. The report states,
The ordering of the recommendations has no necessary
intended relationship to either importance or imple-
mentation since we have taken a holistic view of
the problem and thus perceive the proposed course
toward its solution in the same light. [Ref . 9 : p. 2]
Given the above and lacking rational evidence for another
course, no effort to rank order these conditions in either a
temporal or authoritative sense will be attempted. However,
it must be recognized that in failing to address the rank
order issue here, an order is inferred. That is to say, by
neglecting the issue, one attributes equal weight to each con-
dition thereby resolving the issue indirectly and without
rational support.
1. Total Svstems Cost
m
Recommendation #1: Total systems costs for the region
must be included in the capitation budget and funneled
through a regional authority .
Although there are many facets to this proposal, the
major import is that, to be effective, the Budget author-
izations from DoD should be to Triservice, Regional
Authorities, and should include the CHAMPUS cost allow-
ance for the catchment population as well as the Military
Personnel costs for those assigned to elements of the
MHSS in that area. [Ref. 11: p. 2]
Here and in his analysis, Whipple addresses several key
issues. Total cost, a key concept in this condition is, for
the most part, self-explanatory. If the goal of cost contain-
ment is to be achieved, a capitated budget must "...accurately
reflect the cost of operation...." [Ref. 11: p. 4]. Therefore,
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in the military, a capitated budget should necessarily include
the costs of financing programs (i.e., CHAMPUS) and military
health care providers and staff in addition to all other costs.
As Whipple suggests, action to "...segregate portions of those
costs and make them 'uncontrollable'" effectively precludes
the opportunity for managers/providers to make those 'cost-
effective trade-offs' necessary to the attainment of cost con-
tainment goals [Ref . 11: p. 4] . For example, if CHAMPUS dollars
are excluded from the capitated budget, facility commanders
could "...either 'cap' or shed inhouse workload ... at no cost
to their operating budgets" [Ref. 6: p. 111-19]. Accordingly,
facilities/providers can employ CHAMPUS as a "no cost safety
valve" by shifting workload to it. The costliness of such
uncontrolled out-of-plan utilization is well recognized in
private sector pre-paid plans [Ref. 11: p. 5],
Consider the cost of military health care providers
and staff. The "...substitution of less expensive providers...",
along with other labor saving innovations, provides "...one
of the largest potential sources of cost containment in health
care delivery systems...." [Ref. 11: p. 6]. If, however, such
costs are not included in the capitated budget, "...then the
incentive to discover and implement these labor cost saving
innovations is almost non-existent" [Ref. 11: p. 6]. As a
result, the opportunity to inculcate cost containing behavior
in consonance with CB objectives is thwarted.
The final point to be made regarding Recommendation #1
concerns the reference to a Tri-Service regional budget based
30

on the total eligible population. Because, as proposed, the
budget given to a region is Tri-service and population-based,
it makes available to that regional authority the same cost-
effective trade-off opportunity—but on a potentially grander
scale (i.e., between regional facilities) --heretofore associated
with providers and individual facilities. Hence, optimal allo-
cation at the regional level can also be achieved. This is
accomplished, in part, by reducing the potential in a workload
based system for individual facilities to successfully double-
count beneficiaries in overlapping catchment areas, and by
removing the ability of those same facilities to negotiate
directly with the central manager for extra resources based on
those contested clientele [Ref. 11: p. 6]. At this point it
is worth noting that a regional management approach has been
closely associated with successful prepaid group plans in the
literature [Ref. 19].
To summarize, the concept of a total cost, Tri-Service,
regional, capitated budget is in apparent complete harmony
with the conceptual model of CB alluded to in the previous
chapter. Further, it is conjectured that the conditional
nature of such a budget approach with respect to the successful
implementation of CB has been appropriately established.
2 . Incentive Structure
Recommendation #2 : There must be effective direct and
indirect monetary incentives provided at the field command
and operational levels .
To foster cost containment we must be willing to
share the fruits of these efforts with those most respon-
sible for their realization. This means the implemen-
tation of innovative and effective fringe benefits for
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the managers and providers who have daily responsibility
for the decisions which determine resource utilization.
[Ref. 11: pp. 2-3]
The concept of economic incentives and their employ-
ment in the health care sector is recognized in the literature.
"...the general idea expressed is that economic incentives
should prompt economical practice patterns on the part of
physicians" [Ref. 20: p. 29]. As a result of his research
of private sector prepaid health plans, Whipple proposes that
it is, in fact, the physician bonus--"... a positive, although
weak, incentive to substitute ambulatory for inpatient care...."'
in tandem with the removal of the perverse incentive to hospi-
talize patients that results in the relatively cost effective
care experience associated with those plans [Ref. 11: p. 7].
But as Whipple further notes, the MHSS is not presently in a
position to take advantage of this proven incentive since
"...the organizational structure of the MHSS precludes ... even
weak direct monetary incentives for physicians ..." [Ref. 11:
p. 7]. In addition, he further warns "...there are few, if
any, endogenous incentives for the managers of these (iMHSS)
facilities to seek out lower cost methods of care, to monitor
utilization, etc., just because of a change from WB (workload
budgeting) to C3" [Ref. 9: pp. 18-19]. The solution he pro-
poses, in part, is the provision of "...organizational change
in the form of improved incentives" [Ref. 18: p. 26]. He is
not alone in his support of this position. Altman and Weiner
in their work on regulation and competition agreed and noted,
"The most important way that incentives should be changed is
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an explicit organizational strategy that concentrates on
behavior within the hospitals" [Ref. 21: p. XV].
The key, then, to this proposed condition is to design
an incentive structure to accompany the use of CB, the goal of
which should be "...to force the objective of individual deci-
sion-makers in the system to be the minimization of the cost
of providing the prespecified levels of care to the given
population" [Ref. 18: p. 30], In keeping with the concept of
CB developed earlier, such an incentive structure must suffi -
ciently put the managers and providers at risk to motivate cost
consciousness. To that end, Whipple proposes a system of fringe
benefits tied to performance for both providers and managers
with the potential to discipline or relieve the latter for
inefficient or unacceptable performance [Ref. 18: p. 29]. This
proposed system both reflects and supports the necessary direct
relationship between incentives and performance.
Before this discussion can be considered complete, two
points should be examined. First, Whipple's proposed condition
expressly includes the provision of cost saving incentives for
managers at all levels. In order to promote and sustain cost
containment behavior, participants in the generation of cost
savings, regardless of their organizational level, must share
in the realized benefits directly and in proportion to their
contribution
.
Secondly, there is the quality of care issue occasion-
ally broached in the literature with regard to cost conscious
health care delivery systems such as those employing CB . In
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response to that concern, the literature points to internal
quality assurance programs as the appropriate controls to pre-
vent underutilization . In part as a result of these review
procedures, the literature reports that the quality of care
in organizations employing CB, as perceived by both patients
and providers, is equivalent to and often better than that ex-
perienced in the traditional fee-for-service system [Ref . 10]
.
Therefore a definitive organizational incentive struc-
ture, which motivates and sustains cost containment behavior,
meets the criteria of a necessary condition established earlier
in this chapter. Whipple's conclusions regarding this point
adequately summarize the assessment conducted above.
The point is that both theory and reality as surveyed
. . . indicate clearly . . . that it is naive to expect
significant (in terms of effects), continuing cost
containment efforts without the provision of endogen-
ous, visible, and reasonable incentives. [Ref. 11: p. 10]
3 . Decentralized Management Structure
Recommendation #3 : Managers and decision-makers at the
field level must be given substantially increased authority
to pursue cost-effectiveness .
We cannot tie the hands of those to whom we have given
a mandate to cut costs. We must be willing to grant them
broad new power to affect the day-to-day management deci-
sions and innovations which will lead to cost containment.
[Ref. 11: p. 3]
This condition refers to management flexibility and is
completely consistent with the local optimization theory stipu-
lated earlier. They are both predicated on the principle that
providers and field level managers are, for the most part, in
a better position to recognize and implement cost-effective
trade-off opportunities than are central decision-makers [Ref. li
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p. 3]. Furthermore, this condition implicitly recognizes that
the existing management structure must provide a supportive
framework for positive organizational incentives. Relating
these two points, Whipple argues,
The salient point which must be emphasized is that
CB is ... unambiguously associated with decentraliza-
tion of decision making authority and responsibility.
It is impossible for CB to yield any significant bene-
fits in terms of cost containment if those who are
receiving the now capitated budget are constrained
from making cost-saving decisions (and taking the
responsibility for them) which may yield the cost
savings hoped for. [Ref. 18: p. 3]
In addressing the extent to which this 'delegation' must occur,
Whipple states,
What is necessitated is the vesting of decision-making
authority at the lowest level consistent with the
required level of organizational control, information
costs and availability, and competence. [Ref. 11: p. 14]
Hence, decision making authority and responsibility should be
delegated downward to that level in the organization at which
cost effective trade-off opportunities both exist and can be
optimized. In this way, the necessary relationship to cost
containment goals is established. Whipple, addressing that
relationship, concludes "...the use of CB is an admission that
centralized decisions are in general too costly (in many senses)
"
[Ref. 11: p. 14]
.
At this point, it should be noted that the concept of
decentralized decision making does not necessarily restrict
itself to the delegation of authority and responsibility within
an organization. Rather, it suggests the presence of a manage-
ment structure that is compatible with and supportive of that
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process. Jones confirmed this point in his research on de-
centralization in the MHSS. He wrote that
...decentralization rests on the need to have an
appropriate organizational structure, relevant rela-
tionships and specific policies (in support of decen-
tralization) which are known and thoroughly understood
by management personnel ... as well as ... sufficient
consideration given to managerial incentives and
performance measures. [Ref. 22: p. 31]
Given, then, that we are addressing a decentralized
management structure, it is appropriate to recognize and define
key structural elements that have been previously neglected.
First, there exists the requirement for an objective
performance appraisal system at both the provider and inter-
facility levels [Ref. 18: p. 18]. This requirement relates
directly to the CB concept of accountability [Ref. 1: p. 9]
.
Specifically, a system of objective performance indicators
must necessarily accompany any resource allocation process that
purports to reward competent management or penalize or remove
incompetence. The literature suggests a number of measures
and levels of measurement to include physician and hospital
utilization and cost per beneficiary (see both Whipple and
Wolinsky) . In its absence, no equitable way of operating a
reward or penalty mechanism at either the provider or facility
level exists [Ref. 23]. Furthermore, as Whipple noted (quot-
ing Bauer and Densen) , "...where there are (no) clear per-
formance standards to measure the end results of care . .
.




Another structural element is considered by Whipple.
The importance of management initiative in developing
and providing accurate information to the appropriate
decision makers is difficult to overstate. [Ref. 18:
p. 34]
The pursuit of cost containment objectives infers the necessity
for the provision of timely as well as accurate information.
Intuitively, providers and managers cannot be expected to iden-
tify and take advantage of cost saving opportunities without
information to facilitate the accomplishment of that task.
Is the case for consideration of decentralized manage-
ment structure as a necessary precondition adequately estab-
lished? The research of Kochen and Deutsch provides evidence
in support of this issue.
Our analysis . . . leads us to propose that the following
general design principles underlie the organization of
a cost-effective, client centered service organization:
(1) Communication channels should be two way, to
facilitate feedback, and short, to allow for
immediate responses.
(2) Communication channels . . . should be protected
against excessive costs of (a) errors, (b) abuses,
and (c) overloading.
(3) ...decisions should be delegated downward to the
lowest level where they can be adequately made....
(4) Clients and third parties substantially affected
by the outcome should be involved in the making
of decisions. [Ref. 24]
So it appears that the contention regarding the necessity for
a decentralized management structure is supported. But, is
it confirmed with respect to health care delivery systems?
As a result of his research, Jones [Ref. 22] noted that decen-
tralization (as opposed to centralization) may be the optimal
organizational structure for health care entities operating in
a universe characterized by dynamic environmental conditions.
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Whipple completed the discussion of a decentralized
management structure when he noted in his analysis of system
structures
,
...the emphasis that successful private sector plans
placed on the 'management' input of operational personnel
and . . . the general failure of MKSS central adminis-
trative personnel to perceive the relationship between
the successful use of CB and this field level management
input. [Ref. 18: p. 2]
Management input implies the full array of management activi-
ties cited above.
In view of the above, it is speculated that a decen-
tralized management structure is a condition requisite to the
successful implementation of CB. Such a structure employs
organizational concepts consistent with and supportive of the
incentives system and goals that characterize the CB approach
to resource allocation. The previous conjecture that CB is
not tied to any particular internal organizational structure
is not violated here. Decentralization can be achieved in a
variety of ways and organizational settings reflecting facility-
specific relationships and structural characteristics.
4 . Enrollment
Recommendation #4 : A true enrollment system must be
implemented with the eventual allowance of "dual choice."
An accompanying "patient satisfaction monitoring system"
must be developed and implemented .
We must accurately identify the eligible population
in the catchment area and "eliminate the uncontrolled use
of CHAMPUS by 'enrolling' the group who will be uti-
lizing the MHSS direct care." This implies that at some
point in time we must for many reasons provide these
enrollees with at least a dual choice as is done in
every private sector HMO. To assist in motivating satis-
factory provider/client relations and thus avoiding
significant outflows of enrollees from the direct care
system, a simple, but effective, patient satisfaction
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monitoring system must be implemented as part of the
facility-level management information system in order
to facilitate appropriate management interventions
when problem areas surface. [Ref. 11: p. 3]
If a per capita approach to resource allocation is
employed, as with CB, the ability must exist to accurately
predict the demand for services generated by any catchment
population. In order to accomplish this, "...reliable data
concerning (1) the population being served and (2) the rates
at which services are being utilized by that population" are
required [Ref. 25]. An enrollment system is the most commonly
and successfully employed method of gathering that data in the
private sector experience [Ref. 16].
The implication with respect to this recommendation is
that the enrollment system will accomplish more than a simple
head count. Since the key to cost reductions according to HMO
experience has been lower utilization of hospital services,
information on size of the served population alone (regardless
of accuracy) will be of limited value. The process of enroll-
ment provides an opportunity to gather the demographic infor-
mation necessary to ascertain probable utilization patterns
and, thus, to predict resource needs more accurately [Ref. 11,
14]. In addition, enrollment addresses the issue of access
control and out-of-plan utilization. It establishes a "commit-
ment" on the part of the consumer to seek necessary services
from within the system. Penalties are employed when unauthorized
out-of-plan utilization occurs. Therefore enrollment and the
commitment it creates act to discourage out-of-plan utilization.
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Where this condition is allowed to flourish relatively free
of control, such as in the MHSS, over-programming of resources
is likely to occur [Ref . 11: p. 20] . The combined negative
effect of out-of-plan utilization on health care costs is,
therefore, readily evident. The points expressed above are
brought together by Whipple.
The ability to assist in controlling costs of the
health care delivered to a given population . .
.
depends in large part on definite knowledge of the
population for whom the plan or system is responsible
and a major degree of control over the utilization
of those eligible . [Ref. 11: p. 16]
The patient satisfaction system referred to in the
original recommendation reflects the need for information
relative to the behavior of enrollees and the performance of
facilities/providers as perceived by those enrollees. The
interdependent relationship of this system with respect to
previously mentioned conditions such as information needs,
performance appraisal and the like, is clear and requires no
further elaboration.
In closing the discussion on enrollment, one point
needs clarification. Nothing presented here is intended to
imply that the entire beneficiary population must be made cap-
tive. For contingency purposes, only active duty personnel
need be considered as such. The suggestion is that in order
to be cost-effective the system must constrain patients from
going back and forth from iMHSS direct care to CKAMPUS at the
expense of the delivery system. Initially, mandatory partici-
pation may be necessary but, eventually, the concepts of
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consumer choice and copayment can be employed to restrict
and control undesired behavior [Ref. 11].
To conclude then, an enrollment system coupled with
the eventual allowance of dual choice appears to be a condition
necessary to the successful implementation and operation of
CB.
5 . Rate Setting Methodology
Recommendation #5 : The "capitation rate setting method-
ology developed must reward efficiency and motivate
cost containment." Thus, an objective set of performance
indicators must be developed and integrated into the
budget decisions . [Ref. 11: p. 3]
The ability to develop and use a base capitation rate
which can be adjusted, as needed, for changes in the demo-
graphic makeup of the service population will not be at issue
here. The key to this proposed condition appears to rest with
the idea that the capitation rate setting process is an ideal
way in which to systematically influence the resource con-
sumption patterns of both facilities and individual managers
and providers. In order to achieve the potential this process
suggests, it is necessary to develop "... an objective , equita -
ble , and efficient adjustment mechanism . . . (to be used) in
conjunction with the basic rate setting methodology to allocate
the always insufficient (with respect to the MHSS) total or
central budget among the competing regions (facilities)"
[Ref. 11: p. 24]. As the literature points out, efficiency
must be objectively rewarded in the budgeting process rather
than penalized or ignored [Ref. 11]. Consider, for example,
the reality of funding shortfalls. Under the present system,
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efficient organizations are penalized unfairly and unequally
compared to less efficient organizations. This phenomenon is
attributable to the increased availability of administrative
slack with which inefficient organizations can absorb and sur-
vive funding shortages. As a solution to this problem, Whipple
proposes "...the construction of a set of facility/region
Performance Indictors", which would facilitate the objective
incorporation of the facility (region) manager's performance
into the final rate setting process [Ref. 11: p. 25]. Since
this process is, in part, performance-based, arbitrary budget
allocation decisions can be minimized.
Given the discussion above, a capitation rate setting
methodology which rewards efficiency, motivates cost contain-
ment and incorporates performance into the rate setting process
appears consistent with and necessary to the primary objec-
tive of CB--cost containment.
C. IMPLICATIONS
The proposed conditions appear to represent something
other than disconnected, independent actions. Rather, they
appear to suggest a necessity for systemic structural change
on the part of centralized, workload-based organizations wish-
ing to achieve cost containment through the implementation
and employment of CB . In support of this claim, Whipple
observed that the singular adoption of CB in the MHSS with-
out the institution of "necessary systemic structural change"
will not result in any change in terms of cost containment
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[Ref . 9: p. 3] . He bases his contention on his observation
that the MHSS lacks a consistent and sufficient set of
management/operational incentives [Ref. 9: p. 3].
Therefore it is hypothesized that the suggested and desired
synergistic effect of these conditions can only be achieved
through the adoption of systemic structural change.
D. SUMMARY
As a result of a review of pertinent theory and experi-
ence, it is postulated that there exist certain conditions
which must be present if CB is to achieve cost containment.
These conditions are,
1. A total cost, regional, capitated budget;
2. An organizational incentives structure which motivates
and sustains cost containment behavior;
3. A decentralized management structure to include
attendant information and performance appraisal systems;
4. A beneficiary enrollment system coupled with the even-
tual allowance of dual choice; and
5. A capitation rate setting methodology which rewards
efficiency, motivates cost containment and incorporates
performance into the rate setting process.
These conditions and the synergistic effect they suggest,
taken together with the definition and characteristics developed
in Chapter II, provide a conceptual model of capitation budget-
ing for application to the further purpose of this research.
However, before this model can be accepted as a basis against
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which to examine a system, it is necessary to ensure that it
adequately represents reality. To that end, the following
chapter will address realistic experience in an attempt to
support or disclaim the proposed conceptual model.
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IV. OTHER FACTUAL EXPERIENCE
In order to determine the adequacy with which the con-
structed conceptual model reflects reality, it is necessary
to examine those plans employing CB in non-DOD health care
settings. In general, an effort will be made to identify
valid variation in the actual implementation of CB . Specif-
ically, this discussion will examine inconstancy, if any, in
the form or function of conditions assumed necessary in the
previous chapter. It is proposed that through this process,
the extent to which the conceptual model sustains experience
can be ascertained. The literature will be used as the basis
for this examination.
Since conditions proposed as necessary to the implementation
of CB were previously derived from reported theoretical and
experiential research, only minimally necessary effort to
repeat previously presented information or to redefend those
conditions will be made. The purpose of this discussion, then,
is three-fold: first, to determine if variance in the way in
which CB is implemented in other settings exists; then, to
determine the nature and extent of such variance through
synopsis and discussion; and, finally, to determine the impli-




The literature reports a considerable amount of variance
with regard to HMO structure and performance; however, not
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without some disagreement [Ref. 4,10,14]. As previously dis-
cussed, there are problems with both the data and consensus
on the part of research findings from the field. Specif-
ically, there is, at present, a relative paucity of data with
respect to actual HMO experience relative to 1930, the beginning
of prepaid, capitation-based experience. That which does exist
is often contradictory [Ref. 4], In addition, the approach
research takes in addressing variance is mixed. For example,
much of the research that has been accomplished is directed
at identifying variance between HMO's in general and fee-for-
service health care delivery systems. That which is_ limited
to HMO experience generally dwells on variance between broadly
divergent types—Prepaid Group Plans (PGP's) and Individual
Practice Associations (IPA's) —rather than focusing on specific
ones. For the purposes of this assessment, it will be necessary
to glean from the literature the part which refers to variance
within the PGP category. A useful approach is to highlight
those findings by author. For this reason, each subsection
below will feature the consequential findings and conclusions
of various recognized research in that manner.
1. Wolinsky
In his effort to assess the performance of HMO's,
Wolinsky reviewed the "...nine most often cited reviews of
the HMO performance literature;" and "...analytically review(ed)
the recent literature evaluating the performance of HMO's"
[Ref. 4: p. 537]. As previously noted, his general conclusion
was that the data and conclusions reviewed were quite varied
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and contradictory. He focused on the variance of structural
incentives and disincentives that influence the delivery and
consumption of health services. He identified eight different
HMO types according to their different sturctural configura-
tions, pointing out that "...not all HMO's are alike nor is
it simply a case of PGPs versus IPAs" [Ref. 4: p. 547]. He
went on to note that this primary form of variance had been
"...seriously overlooked in each of the most often cited
reviews of HMO performance" [Ref. 4: p. 547].
Wolinsky did point out specific differences in struc-
tural incentives. For example, he noted that group model PGPs
where physicians have a proprietary interest, experience a
statistically significant increase in the number of days of
hospitalization per 1000 member than do staff model PGPs,
where physicians ' services are contracted on a straight salary
basis and where they are without proprietary interest. Pre-
sumably, this difference is the net result of differing internal
structures and associated incentive systems. In looking
specifically at risk variance among plans, he noted that:
Although by definition all HMO's are at risk for hospi-
talization ..., the true extent of an HMO's risk and
the manner in which it employs incentives to reduce
hospitalization (and thus reduce costs) , vary
considerably. [Ref. 4: p. 550]
As an example, he noted that some HMO's may stress the increased
use of preventive ambulatory or outpatient care to reduce hos-
pitalization rates. Other methods used by different HMO's
include pre-admission certification (peer review) or restric-
tions on the supply of hospital beds thereby apparently reducing
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the amount of discretionary caseload that can be handled. As
a result, he further notes that hospitalization rates within
categories of PGPs will vary considerably as a result of both
different incentive levels and the ways in which they are
employed.
2. Luft
This researcher also challenged the generality of both
data and conclusions presented to date. He noted that although
some evidence on variance issues exists, "...there are few
studies available and the material should be considered at
best exploratory" [Ref . 10: p. 524]
.
As a result of his research, he was able to identify
a broad range of variance. He observed that the comprehen-
siveness of guaranteed services varied widely among plans
and beneficiaries. He also noted that the defined populations
served by HMO's vary widely. The enrollee turnover rate
varied among plans. Presumably, turnover can, in part, repre-
sent patient dissatisfaction with the plan. However, the ex-
tent to which the system considers and employs this tool also
varies. In addition to turnover, the served populations vary
in terms of their homogeneity. Some plans solicit and treat
a representative cross-section of their surrounding communities,
whereas others may serve specific groups only. This may result
from selective solicitation on the part of an HMO which desires
to serve or avoid a particular category or categories of
people, or from sponsorship such as unions, industry, student




Luft also looked at variance in enrollment and consumer
choice. He noted, "The degree of freedom of choice in enroll-
ment also varies . . . because of limited access to other pro-
viders or modes of insurance" [Ref. 10: p. 505]. The implication
of such circumstances on consumer commitment and satisfaction
and on the competitiveness of plans is apparent.
Luft further noted that:
The structure of HMO coverage also shows great variation.
Health Meaintenance Organizations may use cost-sharing
to varying degrees, and several types of cost sharing
may be involved. [Ref. 10: p. 505]
His findings included reports of coinsurance rates ranging
from zero to 25 percent and deductibles from zero to $25.
This reflects the variance in financial risk that is borne by
both plans and enrollees. It should be noted that regardless
of level, financial risk is present and acts as the primary
incentive for all parties. Further, with regard to risk, Luft
noted that the exposure to risk varied among HMO's in general.
Specifically, some HMO's are not at risk for hospital services.
Consumers may be required to maintain separate, conventional
coverage for hospital care. Others may place providers at
risk for total utilization including ancillary services as
well as hospital care. Lastly, he noted variance in organi-
zational structure similar to that which was identified by
Wolinsky.
As a result of the above, Luft concluded:
...Because every HMO has some unique features, no
evaluation can fully identify to what extent the
performance of a specific HMO relates to its general
characteristics and to what extent to its special
features. [Ref. 10: p. 506]
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This measurement problem must be recognized and ex-
tends to the ability of the present research to accomplish
its purpose.
3 . Whipple
As noted in the previous section, Whipple performed
much of the original work with respect to micro-policy guidance
applicable to the implementation of CB in the Navy Medical
Department. As a result of his research, he was able to
identify variance in the way in which CB is employed in the
civilian sector. For example, he noted broad variance in the
incentive structures employed by the different plans he
examined. This variance appeared, in part, in the form of
compensation and incentive payments to providers. Some bonuses
to providers were tied to productivity, but others were uniform
for all providers. Profit sharing also varied with some pro-
viders sharing excess revenues at the end of the period while
others drew salaries alone. Compensation for non-physician
providers also reflected variance. In some plans, these indi-
viduals were paid out of capitation funds and shared in the
savings in staffing costs generated as a result of their employ-
ment. In other plans they were paid by physicians who, in
turn, capitalized on dollar savings generated as a result on
that portion of their capitated bugets
.
Whipple also noted that, "The role of 'management'
varied among the different plans...." [Ref. 18: p. 4]. These
include active management roles in which a combination of
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incentives and controls are wielded to keep costs in line,
as well as more passive roles with management depending on
systemic incentives and maintaining few controls.
The variation in provider risk was noted in other
ways. In some instances providers were at risk for most ser-
vices rendered, however, in other cases, provider risk ex-
cluded ancillary services. Ancillary services are often specu-
lated to be a primary factor in the rapid and continued rise
of hospital costs.
Capitation rate setting methods were also shown to
vary. Some plan premiums were directly derived using nation-
wide staffing ratios and utilization rates adjusted for local
prices, demand, and other forms of income. Other plans used




appears to be in violation of the spirit and
supposed efficiency of capitation budgeting since
the capitation rates are, in each case, determined
by many calculations which should be minimized in
this system. [Ref. 18: p. 38]
Whipple also noted instances of yearly upward adjustments based
on previously established rates, and prospective subscription
rate setting based on projected costs and revenues in which
plan physicians subjectively determined the physician mix
necessary.
In addition, Whipple noted variance in performance
measurement systems. Some plans employed subjective, informal
systems which were heavily dependent on evaluations by super-
iors, however, other plans employed more objective measures




In his research, Enthoven [Ref. 26] focused on both
organizational structure and competition. With respect to
variance identification, his effort appears to be related to
both ownership and proprietary status. With respect to owner-
ship, he noted three separate categories: not-for-profit (NFP)
;
physician-owned for-profit; and, consumer-owned cooperatives.
He noted that NFPs had no powerful incentive to minimize
costs since their focus was not on per capita costs but, rather,
on a target percentage of the costs of the fee-for-service
competition. He also observed that since for-profit plans
had proprietary interests, their focus would be on strong
financial incentives. Finally, he noted that consumer
cooperative incentives caused members to act in their own
short-run best interests. Therefore, the incentives brought
into play depend, in part, on ownership and its relation to
cost containment goals.
B. IMPLICATIONS
What inferences can be drawn from the broad range of
organizational and functional variance in HMO's presented by
these research findings? It would appear that the variance
itself is a reflection of both the external and internal
environments which are at work constantly in any HMO. Further-
more, although variance exists, it appears that the conditions
necessary for the conceptual model are present. Without these
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conditions, a system would be employing an alternative health




This section reviewed the variance of actual experience
with the proposed conceptual model. It was concluded that
the model represents adequately the HMO (CB) experience.
Given that determination, it is now necessary to compare the
DOD CB Demonstration Project with that model to determine
if performance outcomes associated with it were predictable.
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V. THE POD PILOT PROJECT
It is now necessary to examine the DOD Pilot Project to
determine if, and to what extent, it incorporated the concep-
tual model's characteristics and necessary conditions. This
is necessary to determine whether the Project satisfied enough
of the necessary conditions to be called an adequate test of
CB. The additional purpose of this examination is to deter-
mine the extent to which Project outcomes were predictable.
To accomplish these goals, the conduct of the project, project
design and selected major findings of the evaluations conducted
by both the OASD Capitation Budget Work Group and the Arthur
Young Company will be discussed. This discussion will focus
on Project objectives, methodology and limitations.
A. OBJECTIVES AND METHODOLOGY
The objective for the Pilot Project as defined by the
contractor responsible for its design was to,
...develop a capitation budgeting methodology
encouraging replication of thrusts observed in
private prepaid groups which would successfully:
(1) Promote greater use of ambulatory care;
(2) Lower the frequency of use and duration
of hospitalization; and
(3) Lower the total cost of care for the
MHSS (including CHAMP US)
.
[Ref. 6: p. III-3]
The contractor determined that in order to accomplish these
it would be necessary to change the way budgets are developed
in a manner that complemented rather than replaced the
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traditional resource allocation system. The contractor
adopted an approach that:
Emphasizes future changes in the size and demo-
graphic composition of catchment area beneficiary
population, rather than changes in population size
and historical workload.
Expands the dimensions of managerial concern
and responsibility to include:
all health care resources, regardless of source;
and
additional management considerations, such as
trade-offs between CHAMPUS and direct care,
trade-offs among direct care appropriations,
and the management of utilization rates and
staffing relative to workload (i.e.,
productivity) ....
adds managerial flexibility and authority that
is needed at facility level to pursue these
objectives. [Ref. 6: p. III-4]
To achieve these ends the contractor designed a test method-
ology that was,
...based on a transference of several aspects of
the private sector prepaid group practice concepts,
. .
.
, to the MHSS budgeting system. It attempted to
adapt the concepts of population, utilization,
productivity, and the prospective development of
resource requirements. [Ref. 6: p. III-8]
The methodology was based on projections of prior year's ex-
penses to which adjustments for one-time expenses, population
size and mix, and inflation were added. The basic budget
that resulted could then be adjusted for projected utilization
rate and productivity changes, as appropriate. In addition,
unlimited trade-offs between resources were possible since a
total resource perspective was employed during the budget
process. Specifically, the methodology was "...designed to
answer the question of whether or not it it useful to prepare




The Project tested both regional and local facility level
funding. This occurred in Regions 1 and 7 , respectively.
B. PROBLEMS, LIMITATIONS AND DEPARTURES
1 . Methodology
From the outset, restrictions and limitations plagued
the Project. For example, the test was restricted to the
budgeting process. Therefore, it failed to address the con-
cepts of planning based on population size and demographic
characteristics, as well as programming on a capitation basis,
both of which were proposed by the MHCS and were, therefore,
the purposes for this undertaking. Furthermore, neither the
integration of Direct Care and CHAMPUS resource programming
nor the development of cost per beneficiary as an inter- and
intra-facility efficiency and performance measure was accomplished
These, too, were recommendations of the MHCS and apparent
purposes of the Project [Ref. 6: p. IV-5]. The Capitation
Budget Work Group cited additional methodology limitations.
...the Test was limited to the lowest organizational
level—the medical treatment facility ... .no single
command had the opportunity to allocate resources
among all its facilities on a capitation basis . .
.
(and) test facilities were not initially exempted
in any way from normal (traditional) budgeting,
information system and control procedures. [Ref. 6: p. III-5]
These limitations further restricted the scope of the test
and diminished the extent to which necessary conditions were
satisfied. For example, maintaining traditional reporting and
control procedures led to added administrative workload, a
significant disincentive. In addition, it fueled the
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participants' belief that they were really being funded through
the traditional budget process and, therefore, that the Pro-
ject was a riskless paper exercise for which a strong commit-




A regional approach was tested in two different phases.
The first phase (FY79) consisted of a regional overlay to
the traditional chain of command. This approach coupled with
a poorly positioned regional management led to termination of
this portion of the test. A revised regional effort took
place in FY80 with disappointing results. The primary prob-
lem was that the regional resource allocation body avoided
difficult allocation decisions which resulted in both untimely
and unresponsive funding actions [Ref. 6].
Arthur Young Company [Ref. 27] in their independent
evaluation noted that there were several reasons for the
regional aspect's poor performance. First, the impact of the
Project design on the traditional command and control struc-
ture was not fully evaluated in the conceptual phase. Further,
necessary organizational requirements and operational guidance
were not built into the test. And, finally, the regional ap-
proach was not fully supported in concept by all test partici-
pants due to service bias. The contractor concluded that the
necessary system changes to support CB did not occur.
3 Incentives System
The incentive structure as operated was deficient and
failed to remove disincentives associated with the traditional
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workload method. The fact that CB and the traditional method
were operated simultaneously during part of the three year
test is a prime example. Under such conditions, necessary
behavior change could not be expected. Additionally, the in-
centives actually provided were, in many cases, prevented from
achieving their potential. For example, as an incentive,
facility commanders were authorized to purchase capital equip-
ment using funds generated as a result of operating efficiencies.
However, this authority was not provided until late in the
exercise, an arbitrary limit on capital equipment unit price
was imposed, and purchase was restricted to cost-effective
equipment which generally implies a one year recovery of costs.
These limitations removed the incentive and no conclusions
could be drawn regarding any potential benefits [Ref. 6: p.
111-32] .
4 . Decentralized Management Structure
Elements of centralized, micro-management were retained
during the test. For example, control over military assignment
and resultant payroll costs remained unchanged and at the
Service level. This hampered a facility's ability to enact
and, therefore, its willingness to identify desirable cost-
effective resource substitutions [Ref. 6: p. 111-14]
.
Additional centralized control was evidenced during
attempts to transfer expensive CHAMPUS workload inhouse--a
major mechanism for reducing total MHSS costs. In some instances,
local commands identifying these potential cost-savings were
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required to submit, in advance, extensive documentation to
support the proposed workload shift. These proposals required
first Service, then regional, approval prior to their enact-
ment. This usually resulted in time and opportunity lost
[Ref . 28]
.
Additional restrictions on local authority were applied.
Although CHAMP US and military department O&M funds were comingled
during FY 1978 and FY 1979, "...transfer approval was held at
the operating command level...." and not at the facility level
[Ref. 6: p. 111-17]
.
The necessity for adequate and accurate information also
went unfulfilled. Cost, workload, staffing, utilization,
productivity, and population data were not uniform across
all Services, all facilities, or all test years. Collateral
information systems were neither responsive nor fully in place.
Demographic information on beneficiary populations were esti-
mated and not accurately known. Both Direct Care and CHAMPUS
utilization data were lacking, inaccurate, and untimely. In
addition, only macro data, not related to the providers indi-
vidual specialty, was available thereby inhibiting the pro-
viders ability to budget for utilization changes. CHAMPUS
cost data suffered from the same deficiencies.
Information system problems extended to productivity
data as well. Productivity data consisted of comparative
staffing ratios for individual functions and for peer groups.
These proved to be abstract and misunderstood, especially at
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the facility/provider levels, and of little meaning in the
budget development and execution process. This resulted
primarily from the "...absence of relevant standards of
comparison" [Ref. 6: p. 111-12].
Performance standards, in general, were lacking. Both
meaningful utilization and productivity measures and standards
were neither adequately developed nor incorporated into the




Although the Defense Eligibility and Enrollment Re-
porting System (DEERS) was underway in the MHSS, it was neither
uniformly present nor fully operational at anytime during this
three year test. This, in part, accounted for the paucity of
accurate population and demographic information that charac-
terized the test.
Furthermore, out-of-plan access controls were not
improved over those available under the traditional system.
This applied specifically to CHAMPUS outpatient care which,
by legislation, is freely accessible to eligible beneficiaries.
The savings that did accrue, resulted from the increased use
of extant inpatient access controls. And finally, consumer
choice was not tested; therefore, resultant consumer commit-
ment and the ability to measure patient satisfaction were
absent [Ref. 6,27].
6 Systemic Change
A comprehensive approach to the demonstration of CB
was never attempted [Ref. 27: p. 2]. During its operation,
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the test never fully incorporated those elements of the capi-
tation approach for which it was responsible. Arthur Young
Company noted,
The full test methodology, including management
flexibilities and regionalization , was not avail-
able to be adopted until FY80, the year our study
was conducted. [Ref. 27: p. 4]
This situation clearly inhibited the extent to which
necessary systemic change could occur and be measured.
C. CONTRACTOR CONCLUSIONS
Since the OASD(HA) Capitation Budgeting Work Group's
conclusions were similar to, and in part based on, contractor
conclusions, this discussion will focus chiefly on major con-
clusions of the contractor.
Primarily, the contractor concluded,
The capitation budgeting project did not provide
a fair and adequate assessment of the three concepts
tested—capitation budgeting, management flexibility,
and regionalization. [Ref. 27: p. 2]
This conclusion was based on findings of test design and
implementation problems which were compounded by "...unresolved
difficulties in meeting operational requirements in the
design" [Ref. 27: p. 3]. Further, the contractor was unable
to attribute to the CB system, conclusively, changes in
facility performance. They stated,
It became apparent during our evaluation that
the "basic problem" to be addressed by DOD in the
health care arena is the optimal allocation of all
resources (manpower and dollars, including CHAMPUS)
to meet the 'demands of the beneficiary population.
Further, it became apparent that the solution will
not be achieved by changes, no matter how radical,
to the medical treatment facility budget development
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methodology, nor by the addition of selected management
flexibilities to motivate improved efficiency.
Piecemeal solutions such as these are too narrow
in scope to address properly the entire problem and
cannot simply be superimposed on an existing system
which in many respects is not supportive of the new
concepts. Any attempt to resolve the allocation of
resources issue must first address the characteris-
tics of the present system and its related impact
on health care delivery planning, programming,
budgeting and execution.
[Ref. 27: p. 7]
Resolution of the allocation of resources issue must consider
systemic structural change. This point was supported by the
Work Group's conclusion that,
...the test methodology and supporting management
data did not provide the means to systematically
manage utilization or induce a professional commit-
ment to it. [Ref. 6: p. III-ll]
These results lead to the contractor's major conclusion that,
The test conducted in medical treatment facilities
did not address all concerns of the overall project
and cannot serve as the basis for a decision to end
the project or to implement a new budgeting methodology
CONUS-wide. [Ref. 27: p. 2]
D. IMPLICATIONS
In response to the question, "Did the Pilot Project satisfy
enough of the necessary conditions established by the concep-
tual model to be called an adequate test of CB?", the answer
is clearly negative. The above-mentioned findings of fact and
conclusions support no other conclusion. Although some test
efforts were directed at those necessary conditions, others
were not. Those that were addressed, were accomplished in an
inconsistent and muted fashion. Accordingly, it is apparent
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that the Pilot Project was not a sufficient test of CB, nor
as it was designed, could it have been.
E. SUMMARY
In this section the findings and conclusions of both an
in-house and an independent contractor evaluation have been
presented. These were compared with the necessary conditions
applicable to the conceptual model, and it was speculated that
both project design and conduct precluded a sufficient test




. SUMMARY AND CONCLUSIONS
A . S UMMARY
The stated purpose of this research was twofold:
1. To determine, if possible, whether the performance
outcomes associated with the DOD Capitation Budgeting (Pilot)
Demonstration Project were predictable and, therefore, the
resultant conclusions foregone, and
2. To analyze the tentative conclusion of the Assistant
Secretary of Defense (Health Affairs) that CB does not result
in significant improvements over the traditional resource
allocation system.
To accomplish these two purposes, the literature was
reviewed and a conceptual model was constructed from both
theory and reported experience. This model was based on the
concept and inherent characteristics of CB and was further
strengthened by extrinsic conditions determined necessary to
the fulfillment of cost containment goals. Subsequently,
non-DOD health care systems employing CB were examined, and
it was concluded that the model adequately represented their
experience. Finally, Pilot Project design, its conduct, and
major findings and conclusions of both in-house and contracto:
evaluations were examined. It was concluded that the Project
did not satisfy enough of the necessary conditions to be





Both the model and the findings of this analysis lead to
the conclusion that the results of the Pilot Project were
predictable and consistent with both Project design and con-
duct. Systemic structural change necessary to the successful
implementation of CB in the MHSS was never achieved. The
traditional authority structure, which lacks necessary local
management flexibility, was essentially retained. Facility
commanders were not given the necessary authority to fully
realize cost-effective trade-off potential. Total system
costs were never under the control of those expected to contain
costs, nor were all resources. Adequate information and incen-
tives necessary to control utilization were not available.
Inter-facility, intra-facility , and provider performance
measures and standards were lacking, and ignored in the rate
setting process. Each of these factors diminished the incentive
system implicit in CB to a level consistent with that employed
in the traditional workload-based approach.
Furthermore, the concerns of the Military Health Care
Study, which led to the Project's conception, were never fully
considered. The test methodology limited itself to budgetary
concerns and ignored the total resource allocation process.
Finally, consider the Capitation Budget Work Group's argu-
ment that the MHSS is not a suitable environment to support
a CB methodology [Ref . 6: p. IV-1] . This contention is based
on results of the Project which have been shown to be the
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predictable outcomes of its design and conduct limitations.
The contractor for Project design and implementation noted
that the MHSS possesses elements common to many civilian-sector
plans employing CB
. For example, it is a large, managed sys-
tem; it is prospectively budgeted; its physicians are salaried;
and its beneficiaries are well covered for outpatient as well
as inpatient services. Given these basic, key similarities,
it is apparent that the workload-based approach to resource
allocation and its legislated restrictions, including personnel
caps and multiple isolated budgets, are at the center of our
inability to hold down expenditure growth. It is, therefore,
concluded that the MHSS is not unsuited to capitation budgeting
and that the Project's failure to incorporate necessary sys-
temic, structural change makes it appear otherwise.
C. RECOMMENDATION
Based on the findings and conclusions presented above,
it is recommended that a decision regarding the employment of




Decision on Capitation Budgeting Project
MEMORANDUM FOR THE DEPUTY SECRETARY OF DFENSE
SUBJECT: Decision on Capitation Budgeting Project
ACTION MEMORANDUM
The DOD/OMB/HEW Health Care Study, 197 5, proposed adoption of
a per capita approach to planning, programming and budgeting
in CONUS health care facilities with the objective of reducing
or containing costs while preserving quality of care.
In response to the study, DoD elected to develop and test a
capitated budgeting system prior to making a decision on
whether or not and how to implement such an approach. A
civilian contractor (McKinsey & Company) was retained in FY
1977 to develop a capitated system and in FY 1978 began testing
the concept at 13 selected DoD medical facilities representing
the three military departments. The test has continued to the
present. In March 1980, Arthur Young and Company was retained
by contract agreement to perform an evaluation of the test
results to assist in deciding the future of the concept. Their
Final Report has been received and reviewed. Based on that
evaluation and the comments/positions of the military depart-
ments and in coordination with the Assistant Secretaries of
Defense (Comptroller) and (Manpower, Reserve and Logistic) we
conclude: (1) The methodology and regional management aspects
tested do not result in significant improvements over the
traditional budgeting system, and (2) The management flexibilities
included under the test such as the integration of CHAMP US/
O&M-direct funds and removal of civilian end-strength limitations
deserve further study if they indicate potential for improved
operations. These conclusions are based on the discussion and
analysis at TAB A. A Copy of the Arthur Young and Company
Final Report-Executive Summary is at TAB B. A copy of the
complete report is available in my office.
From the foregoing, we recommend that: (1) testing of the
capitation budget methodology and the regional resource manage-
ment scheme be terminated and that the manpower and dollar
resources supporting the test be withdrawn at the close of
FY 1981; (2) management flexibilities be pursued for possible
Source: Assistant Secretary of Defense (Health Affairs)




integration into the traditional PPBS; and (3) appropriate
Congressional notifications of our decision be made by 1 May
1981 in response to their request.














The paucity of Medicare and Medicaid beneficiaries enrolled
in HMOs has yielded a commensurate dearth of research on cost,
utilization, marketing, and quality of care delivered to the
poor and elderly in HMOs. To date, most of the research on
HMO performance has been based on private sector data, particu-
larly from a small number of HMOs which have consistently
participated in research studies. This research has produced
some generally accepted conclusions about HMOs, as well as
some clear indications about where more study is needed. The
following section consists of a brief review of the state of
the art, focusing on those aspects of research which are rele-
vant to Medicare and Medicaid involvement in HMOs.
UTILIZATION AND COSTS
From his exhaustive assessment of the available literature
on HMOs, Harold Luft concluded that members of staff model
HMOs/prepaid group practices (PGPs) have the lowest costs, as
compared to members of independent practice associations (IPAs)
and major medical-indemnity plans. 2 Luft determine that annual
costs for Blue Cross/Blue Shield subscribers were 16 to 88
percent higher than for enrollees in the lowest cost PGPs.
In addition, average out-of-pocket costs per person and per
family for HMO enrollees were less, particularly in staff as
opposed to IPA models. We do not know, however, whether these
cost differences represent true cost savings because of the
self-selection factor. That is, those who choose to enroll
in an HMO may be different from the general population on one
or more parameters which have a proven correlation to the use
of health care. HMO enrollees may be healthier, or they may
seek less health care, regardless of their health conditions.
The chief means by which HMOs control costs is reduced
hospitalization. Luft found that in 44 of the 57 comparisons
of HMO to fee-for-service experience, dating back to 1951,
Source: HMOs: Issues and Alternatives for Medicare
and Medicaid, DHHS , HCFA, p. 5-7, April 1981.
2 ....
Luft, H.S., Health Maintenance Organizations: Dimensions
of Performance (A Wiiey-Interscience Publication: John Wiley
& Sons, New York), in publication.
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HMO enrollees had fewer hospital days than the comparison
group. In 4 6 cases, the admission rate was lower. HMOs do
not appear to have a significant effect on length of stay
(LOS)
.
Out of the 57 cases, 30 showed lower LOS, six were
the same, and 21 were higher. Case-mix adjustments do not
alter this finding. Overall, the utilization of staff model
HMOs is about 35 percent less than comparison groups, while
IPAs are about 5 to 25 percent lower. As to whether these
results are associated with self-selection, the evidence is
mixed. Some studies indicate that those likely to be high
users tend to opt for conventional health insurance plans. On
the other hand, some argue that persons who anticipate a high
need for health care are more likely to choose an HMO.
Studies about the relationships of HMOs and ambulatory care
are less conclusive than those about hospitalization. The
HMO rhetoric frequently refers to the substitution of less
expensive outpatient care. But more study is needed to under-
stand the dynamics of this: Do HMOs eliminate unnecessary
care, do they underserve, do they selectively enroll, or do
they substitute ambulatory care? The only sure conclusion
which Luft could draw from his analysis was that a larger
proportion of HMO enrollees have at least one visit per year
compared to non-enrollees . He also was reasonably confident
that, while HMO enrolless have more ambulatory visits per year
than people in comparison groups, the difference is less than
10 percent, and nearly as many HMOs show fewer visits per year
as show more. The actual extent of substitution of physician
visits and ancillary services for inpatient care is not known.
PREVENTION
One of the chief benefits that HMOs claim is that they
respond to incentives to provide preventive care because in
doing so they save the costs they would have otherwise incurred
for acute care. But studies comparing the use of preventive
services by HMO enrollees and non-enrollees produce conflicting
results. Contrary to popular expectation, non-enrollees used
preventive care more or as much as HMO enrolless in four out
of 11 studies analyzed by Luft. The explanation appears to
be that demand for preventive services is more a function of
coverage than provider philosophy.
Analysis of preventive care is beset by some thorny prob-
lems, such as defining preventive care and understanding the
role of the physician in his or her choices of services.
Furthermore, intuitive assumptions that preventive care is
always good are subject to challenge in terms of efficacy as
well as economic costs and benefits. However, two perspectives
are available from which to consider the provision of preventive
services in HMOs. From the HMOs perspective, there are clear
economic incentives to discourage the unnecessary provision of

discretionary, preventive services; from the enrollee's
perspective, the elimination or reduction of out-of-pocket
costs for ambulatory care appears to act as an incentive to
seek preventive services. The value and appeal of preventive
care to the elderly has received little, if any, research
attention to date. Assuming prevention is valuable, we have
very little information about current utilization of such
services by Medicare beneficiaries or how more comprehensive
coverage would affect utilization.
QUALITY
Two comprehensive reviews of the literature on quality of
care delivered by HMOs have been performed.
3
, 4 Both recognize
that the state of the art limits the certainty of conclusions,
and both exonerate HMOs in general from the allegation that
they underserve enrollees to achieve economies.
The first review, by Luft, is organized onthe basis of
structure, process, and outcome studies. With regard to struc-
ture, Luft concludes that HMOs are at least as good as fee-
for-service: HMOs seem more likely to recruit and attract
more certified specialists (although the superiority of such
credentials is unproven) , admit to accredited hospitals, and
provide more continuing education to their staff. On the other
hand, arguments that physicians in HMOs more frequently consult
with each other was not supported by Luf t ' s review. Luft also
found that while internal peer review is present in most HMOs,
it is not found in all of them. Where information on quality
is available, it is not clear whether it is used or is effec-
tive in instituting improvements.
The relationship of the process of care to quality is
nearly as tenuous as the relationship of structure to quality.
Luft makes the point that assessments of quality delivered
in HMOs based on process measures are easily biased in favor
of settings which keep good records and offer an array of techni'
cal services. Thus, HMOs appear to do better on process
measures which pick up lab tests and procedures, but this
could be more due to coverage than quality differences. Studies
based on HMO outcomes are quite few and of limited value due
to small sample sizes. However, the preponderance of what is




4 Cunningham, F.C. and J.W. Williamson, "How Does the Quality
of Health Care in HMOs Compare to That in Other Settings? An
Analytic Literature Review: 1955 to 1979." The Group Health
Journal, Winter 1980, pp. 4-13.
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The conclusions of the second review, by Frances C.
Cunningham and John W. Williamson, are more positive than
Luffs. The authors analyzed 2 5 studies in which they iden-
tified 34 different measures of quality (seven outcome, 25
process, and two structure) . The studies reported a total of
84 quality measurements, of which 65 were considered valid for
this review. Of the 65 measures, care provided by HMOs appeared
superior in 50 cases, similar in 14, and inferior in one (a
Medicaid population) . The authors concluded that the quality
of care provided by HMOs is comparable, if not superior, to
conventional settings.
ENROLLMENT, SATISFACTION, AND DISENROLLMENT
The literature on satisfaction reviewed by Luft indicates
that HMO enrollees are more satisfied with their financial
coverage than non-enrollees . Thus, while a person who chooses
HMO enrollment because of its better financial coverage may
subsequently disenroll because of dissatisfcation with something
else, financial coverage remains a key means to motivate en-
rollment. The significance of this for Medicare and Medicaid
is that these programs can do little within their current
authority to motivate enrollment via financial incentives.
Aside from economic incentives, studies about why people
choose HMOs focus on their feelings about the care they receive,
out-of-plan utilization, and disenrollment . Luft calls the
latter two "behavioral correlates of satisfaction." Overall,
Luft found that out-of-plan utilization accounts for 7 to 14
percent of all services received by HMO enrollees. Outside
users are the ones who most frequently express dissatisfaction
in surveys. The percentage of those who disenroll annually is
usually under 10 percent. Curiously, some plans with the
lowest disenrollment rates do more poorly in measures of con-
sumer satisfaction than plans with less stable enrollment.
Hirschman has shown that HMO enrollees are generally more in-
formed consumers, and as such, they may be more vocal in their
complaints.-* Nevertheless, even the complainers usually do not
disenroll, probably because they enjoy the coverage they receive
at a reasonable premium.
Since the Medicaid and Medicare programs cannot offer finan-
cial savings to encourage beneficiaries to join HMOs, it is
important to consider what other factors might motivate enroll-
ment. These factors might include certain benefits which HMO
members presumably enjoy, such as better accessibility. Luft
found that while HMOs offer shorter office waiting times, wait-
ing times for appointments are longer. For elderly people with
urgent needs who visit the doctor frequently, this could be a
5Hirshman, A.O., Exit, Voice and Loyalty: Responses to
Decline in Firms , Organizations and States . (Cambridge:
Harvard University Press), 1970.
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significant deterrent to HMO membership. For the low income
person, this may be less important than simply having a health
provider in the vicinity who accepts Medicaid patients.
Continuity of care is often assumed to be more readily
available to HMO members. The empirical benefits of con-
tinuity of care are by no means clearly defined; however,
there is some consensus that continuity is a necessary com-
ponent of quality. Without the availability of a longitudinal
medical record and/or a physician who knows the patient, it
is presumed that effective prevention, identification, and
treatment of disease cannot be achieved. It appears that HMOs
provide less opportunity for members to identify with a per-
sonal physician but possibly better maintenance of medical
records." Self-selection may partially account for this if
HMOs automatically attract people who have and seek no personal
physician relationship. By the same token, however, many
elderly persons highly value this relationship. Unless the
HMO offers an appealing substitute to their current doctor,
they may not enroll. Furthermore, since the evidence shows
that HMO enrollees are less satisfied with doctor-patient
communication and relationships, disenrollment among the
elderly may prove higher.
SUMMARY
With minimal equivocation, researchers attribute HMOs
lesser costs to reductions in hospitalization. To what reduced
hospitalization should be attributed, however, is part of
an important controversy about self-selection which is dis-
cussed elsewhere in this report. The effect of HMOs on the
use of ambulatory and preventive care has less consensus than
HMOs' effect on inpatient use, due in part to the wide variety
of services encompassed by ambulatory preventive care. One
can find studies which argue that HMOs provide more or less
of such services . But the theory that HMOs provide more to
prevent future illness is treated with increasing skepticism.
To the extent that quality of care lends itself to measurement,
no consistent evidence of lesser quality in HMOs has yet been
produced, while there is some research suggesting that HMOs
may offer improved quality over fee-for-service medicine.
Studies about consumer attitudes on health insurance show that
HMO enrollment affords more satisfaction with financial coverage
than do fee-for-service plans. Other factors which may play
a role in HMOs attracting and retaining members are accessibility
and continuity of care.
Richardson, W.C., S.M. Shortell, P.K. Diehr, "Access to
Care and Patient Satisfaction," in William C. Richardson, (editor),
The Seattle Prepaid Health Care Project: Comparison of Health
Services Delivery , Seattle: University of Washington, School




1. Institute for Health Planning, Inc., Economics of Cost
Containment
,
National Technical Information Service, 1979.
2. The White House Memorandum for Distribution List,
Subject: Hospital Cost Containment , 12 March 1979.
3. U.S. Department of Defense, Department of Health Education
and Welfare, and Office of Management and Budget, Report
of the Military Health Care Study
,
Washington, D.C.:
U.S. Government Printing Office, December 1975.
4. Wolinsky, F.D., "The Performance of Health Maintenance
Organizations: An Analytical Review," Milbank Memorial
Fund Quarterly
,
v. 58, p. 537-587, 1980.
5. U.S. Department of Health and Human Services, Health Care
Financing Administration, HMO's: Issues and Alternatives
for Medicare and Medicaid , by Trieger, S., Galblum, T.W.,
and Riley, G., p. 2-7, April 1981.
6. U.S. Department of Defense, Office of the Assistant Secre-
tary of Defense (Health Affairs) , Capitation Budget Work
Group, Capitation Budgeting Project Study , Washington,
D .C. , undated.
7. McKinsey & Co., Inc., Development and Demonstration of a
Capitation Approach to Programming and Budgeting Health
Care Resources in the POD (CQNUS) : Progress Report #1
,
Washington, D.C., 15 November 197 6.
8. U.S. Department of Defense, Office of the Assistant
Secretary of Defense (Health Affairs) , Capitation Budgeting
in the Military Health Services: Facility User Guide,
Part 1--Budget Development , Washington, D.C., undated.
9. Whipple, D.R., Capitation/Incentive Project: Working
Paper Number 1 , report prepared under the continuing
contract between BUMED/Code 02 and the Naval Postgraduate
School, Monterey, California, December 1976.
10. Luft, H.S., "Assessing the Evidence on HMO Performance,"
Milbank Memorial Fund Quarterly , v. 58, p. 501-536, 1980.
11. Whipple, D., Capitation/Incentive Project: Final Report
and Recommendations , report prepared under the continuing
contract between BUMED/Code 02 and the Naval Postgraduate
School, Monterey, California, January 1977.
74

12. RAND Corporation, Health Maintenance Organizations as an
Instrument for Cost Containment Policy , by Sinclair
Coleman, 19 79.
13. Anthony, R.N. and Herzlinger, R.E., Management Control in
Nonprofit Organizations , Revised Edition, p. 34-35,
Irwin, 1980.
14. Luft, H.S., "How Do Health-Maintenance Organizations
Achieve Their 'Savings'?: Rhetoric and Evidence," The
New England Journal of Medicine , v. 298, p. 1336-1343,
15 June 197 8.
15. Atkinson, G. and Cook, J., Regulation: Incentives Rather
Than Command and Control , report presented at a Conference
on Health Care, American Enterprise Institute, Washington,
D.C., 25-26 September 1980.
16. Kaiser Health Plan of Northern California, The Principles
That Guide Us
, p. 13-14, undated.
17. U.S. Congressional Budget Office, Controlling Rising
Hospital Costs , Washington, D.C., U.S. Government Printing
Office, p. 65-66, September, 1979.
18. Whipple, D.R., Capitation/Incentive Project: Working
Paper Number 2 , report prepared under the continuing
contract between BUMED/Code 02 and the Naval Postgraduate
School, Monterey, California, December 1976.
19. Bower, J. and Christianson, C, Public Management: Text
and Cases
, p. 230-33, Irwin, 1978.
20. Segal Company, Martin, E., State of California, Department
of Health Actuarial Determination of Capitation Rates for
Prepaid Health Plans , New York, February 1975.
21. A1 tinan, S. and Weiner, S., "Regulation as a Second Best,"
In: Competition in the Health Care Sector: Past, Present,
and Future , edited by W. Greenberg, Aspen, p. 339-358, 1978
22. Jones, R. , An Analysis of the Implications of Decentrali-
zation in the Military Health Services System (MHSS)
,
Master's Thesis, Naval Postgraduate School, Monterey,
California, June 1977.
23. Beach, D., Personnel: The Management of People at Work ,
p. 313-339, MacMillan, 1975.
24. Kochen, M. and Deutsch, K.W., "Delegation and Control in
Organizations with Varying Degrees of Decentralization,"
Behavioral Science, v. 22, p. 258-269, July 1977.
75

25. McKinsey & Co., Inc., Protocol for Conducting the Capita-
tion Budgeting Project , Washington, D.C., p. 3-1, 1 March
1977.
26. Enthoven, A.C., "Competition of Alternative Delivery
Systems," In: Competition in the Health Care Sector:
Past, Present, and Future
,
edited by W. Greenberg, Aspen,
p. 255-278, 1978.
27. Arthur Young Company, A Study to Examine the Capitation
Budgeting Project for Military Health Care Delivery:
Executive Summary
, p. 1-11, undated.
28. Tenopir, S.J., Capitation Budgeting: An Qverview--An
Opinion
,








1. Defense Technical Information Center 2
Cameron Station
Alexandria, Virginia 22314
2. Library, Code 0142 2
Naval Postgraduate School
Monterey, California 93940
3. Department Chairman, Code 54Js 1
Department of Administrative Sciences
Naval Postgraduate School
Monterey, California 93940
4. Assoc. Professor David R. Whipple, Code 54Wp 10
Department of Administrative Sciences
Naval Postgraduate School
Monterey, California 93940
5. LT Kenneth L. Orloff MSC USN 6
Department of the Navy








c.2 AnAssessment of se-
lected performance out-
comes associated with





An assessment of selected performance ou
3 2768 001 97375 3
DUDLEY KNOX LIBRARY
